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VALUATION OF PUBLIC SERVICE PROPERTIES 

ACTUAL COST VERSUS COST OF REPRODUCTION 

THERE are two fundamental steps in the regulation of 
returns upon public service properties: (i) to deter- 
mine the valuation entitled to a return, and (2) to fix 
rates for services so as to provide a reasonable return upon the 
valuation. 1 The present paper will be concerned wholly with 
the matter of valuation. This subject has been discussed so 
extensively in recent years from various viewpoints that the 
present writer feels quite apologetic for venturing further in the 
discussion. Yet the matter is so fundamental in regulation and 
writers are so far from general agreement that the emphasis of 
certain points and views may perhaps be entitled to justification. 
An important point in the present discussion is the distinc- 
tion which should be made in this country between the right to 
regulate public utilities, which is a matter of fundamental law 
under the Constitution, and the policy of regulation, which is a 
legislative matter, and should be determined by Congress and 
the legislatures of the states. The right to regulate was first 
clearly set forth by the Supreme Court of the United States in 
the principle that any corporation or person devoting property 
to a public use " in effect grants to the public an interest in that 
use, and must submit to be controlled by the public for the 
common good, to the extent of the interest he has thus created. 
He may withdraw his grant by discontinuing the use ; but, so 
long as he maintains the use, he must submit to the control." " 
To state this principle was properly a judicial act, but to work 

1 In an earlier paper, the writer considered the problem of fixing rates based upon 
an official valuation, pointing out the difficulties of cost rate-making and suggesting, 
especially in the case of railroads, that the companies would better be permitted to fix 
the rates themselves according to commercial considerations, with the cooperation 
and supervision of a utilities commission, and that the net profits above a reasonable 
return might be taken by the state for public purposes. See Political Science 
Quarterly, volume xxx, p. 106. 

' Munn v. Illinois, 94 U. S. 126. 
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out a policy of regulation, to formulate a definite system of 
rules under which the proper control should be effected, is 
rightly the task of the legislative branch of our government. 1 
More specifically, while the courts have determined the exist- 
ence of the right to regulate public utilities and to fix rates, the 
actual fixing of rates, or determining the policy of regulation 
to be followed, has been the work of Congress and the legisla- 
tures of the states or of the properly constituted commissions — 
but of course it is the function of the courts to determine in any 
case whether the rates or regulations put into effect violate any 
of the property guarantees of the Constitution. 

In line with the above well-recognized separation of functions 
in our government, emphasized again and again by the courts 
themselves, the courts probably have not intended, and cer- 
tainly have not had the constitutional right, to determine in 
advance the method of valuation to be followed in regulation. 
To fix rules of valuation, whether cost of production, cost of 
reproduction, how accrued depreciation shall be treated etc., 
appears properly as a matter of policy to be worked out by 
Congress and the legislatures of the states, although the courts 
have the right to judge the reasonableness of such rules in their 
practical application. 

But the legislative function as to valuation has never been 
directly exercised ; neither Congress nor any of the legislatures 
of the states has ever given the force of law to any definite rules 

1 Public policy is entirely a matter of law, which in this country depends upon con- 
stitutional provisions, the common law, and statutory enactments. It is the function 
of the courts in any case merely to interpret the law, to declare what the law or policy 
is under existing constitutional, common-law or legislative provisions — although the 
line of demarcation between enactment and interpretation of law is not always clear. 
The law of the land is that the legislative branch of the government may esjablish 
any policy not contrary to the Constitution, even if it be utterly unreasonable and 
contrary to the general welfare, and under the police power legislation may even cir- 
cumscribe materially various personal and property guarantees of the constitution. 
Courts may not in the guise of interpretation actually make law and so form the 
policy of the country. See United States v. Trans-Missouri Freight Association, 166 
U. S. 340; Northern Securities Company v. United States, 193 U. S. 338, 352; 
Board of Park Commissioners of Des Moines v. Diamond Ice Company, 105 N. W. 
205, 130 Iowa 608; Kittinger v. Buffalo Traction Company, 54 N. E. 1087, 160 
N. Y. 388; City of Danville v. Hatcher, 44 S. E. 725, 101 Va. 530; a multitude of 
cases might be cited. 
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to be followed in valuation. Rates or rate policies have been 
enacted, but no valuation rules have been determined. Conse- 
quently, in any given rate case a court has tried to be just 
under the circumstances, protecting property rights in line with 
such permissible legislation as has actually been enacted — not 
such as might be enacted. In the absence of a valuation policy, 
the courts have properly enough held in any case that the cor- 
poration has the right to earn a reasonable return upon the fair 
value of its property devoted to the public service. Each case 
has been judged according to its own circumstances, and the 
rule followed by the courts cannot be considered as establishing 
a policy as suck. Congress or the legislatures of the states 
may properly at any time enact such a policy as may seem 
reasonable. 1 

In the multitude of rate cases the courts have pretty consist- 
ently emphasized actual, or present, or fair value upon which a 
corporation may legally earn a return. 2 They have enumerated 
the various matters that should be considered in reaching a spe- 
cific amount in a given case, but the thing to be determined is 
value. Value, however, in the sense in which the term is gen- 
erally employed by economists, is worth on the market with 
reference to sale or exchange. The value of a public utility 
property, therefore, is the amount of money or money's worth 
that it sells for, or might sell for ; this would be determined by 
its earning power, which in turn would depend upon the rates 
in force. But since the rates are to be fixed in reference to the 
value, regulation would seem to be proceeding in a circle. If 
value, in this economic sense, were really to be made the basis 
of valuation, the regulation of return would obviously be impos- 
sible. Rates could never be reduced — unless the reduction 
could clearly be shown not to reduce the value of the property. 

1 But it must be admitted that if the legislative function should not be performed, 
in time the courts' rule as to individual cases will probably become, if it has not 
already, the assumed policy of valuation of the country. 

'See the celebrated case, Smyth v. Ames, 169 U. S. 546. Other important cases 
are: San Diego Land and Town Company v. National City, 174 U. S. 756; Stan- 
islaus County v. San Joaquin and King's River Canal and Irrigation Co., 192 U. S. 
213; Willcox v. Consolidated Gas Co., 212 U. S. 41; Minnesota Rate Cases, 230 
U- S. 355, 434. 
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Still the courts have found some room for rate reduction 
even with value the rule for individual cases. But they have 
done this by contenting themselves in any particular case by 
stating the general principle and then departing from it in con- 
sidering the specific valuation before them. If they really look 
for the actual value of the property, they must consider the 
business as a going concern and therefore cannot escape capi- 
talizing the earning power. But apparently they have assumed 
that the value of the whole is equal to the value of the different 
parts, which, of course, is not true. In practice they have 
allowed any given valuation to proceed by chopping the prop- 
erty into as many units as may be conveniently handled, ap- 
praising each item independently, adding the different amounts, 
and making certain allowances for intangible matters. The 
final result, therefore, is a cost and not a value category. And, 
while the courts have not committed themselves to any con- 
siderations except fair value, actually they have admitted cost- 
of-reproduction valuation, requiring due allowance for accrued 
depreciation, 1 and for the most part that has come to be re- 
garded as practically the established policy of valuation for the 
country. 

But, as already stated, to determine a policy of any sort is 
properly a legislative act; the courts have presumably done the 
best they could in the absence of a policy. They have not 
wished to defeat all efforts at rate regulation, and yet when 
Congress and the legislatures have not provided a general rule, 
they could scarcely do otherwise than to insist upon present 
value as the amount entitled to a reasonable return — which 
strictly would stop regulation. It is fortunate that they have 
not been rigorously logical in their reasoning on value and 
practically have slipped into cost valuation. Regulation is one 
of the most important problems before the country at the 
present time, and it is unfortunate that no definite policy exists, 
or that the rules of the courts for individual cases should be- 
come the policy of the country. There is no reason why Con- 
gress with the advice of expert opinion should not formulate 

1 See Minnesota Rate Cases, 230 U. S., p. 457. 
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definite rules of valuation to be applied to interstate utilities, 
and why the legislatures of the states should not do the same 
for intrastate utilities. Any policy thus determined, if at all 
reasonable, would probably not meet any constitutional objec- 
tions on the part of the courts. 

In the case of legislative determination of policy, presumably 
only two methods of valuation would receive serious considera- 
tion : actual cost and cost of reproduction, with due consider- 
ation in either case for accrued depreciation. While cost of 
reproduction seems to be favored more generally at the present 
time, this is probably true because it has been considered more 
nearly in harmony with the judicial view of fair value. But, 
let us repeat, the courts have probably not intended to formu- 
late a policy, but simply to render justice where there was no 
policy. If this view be correct, then there is an open field for 
free discussion as to the most desirable method of valuation — 
or as to any other matter pertaining to regulation. What we 
all desire is the thing which will best serve the public, and 
under a broad interpretation of the police power any policy 
found to be best would necessarily receive the sanction of the 
courts. The question is, what is best? Thus untrammeled by 
court decisions, if the choice is narrowed down to cost of repro- 
duction or actual cost, the writer believes that the latter would 
prove far the more desirable. 1 

I 

Cost of reproduction presents too many difficulties and makes 
valuation a too indefinite matter. With any substantial change 
of conditions, whether a rise or fall in land values, a shift in 
prices of materials or a variation in wages of labor, there would 
obviously be a corresponding change in the valuation of the 

1 For an admirable discussion of the actual-cost basis of valuation, see R. H. Whit- 
ten, Valuation of Public Service Corporations, Supplement (1914), pp. 823-840. 
See also John M. Eshleman, Control of Public Utilities, California Law Review, 
January, 1914, p. 113, and John R. Commons before the Senate Committee on In- 
terstate Commerce, 62d Congress, 3d Session, Report no. 1290, Valuation of the 
Several Classes of Property of Common Carriers, p. 93 ff. ; also Commissioner J. C. 
Clements, in the same report, p. 2098., before the Committee on Interstate and 
Foreign Commerce of the House of Representatives. 
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property upon which the company may receive a return. How 
may such a shifting amount be shown with sufficient definite- 
ness so as to obviate the necessity of recurring physical apprais- 
als? The actual cost of a property may be shown in the ac- 
counts with a fair degree of accuracy; but to show reproduction 
cost of a property is practically an impossibility. And it is 
largely for this reason that when a rate case is seriously con- 
tested, a physical valuation of the property must be made — 
which is always a costly and hypothetical procedure. 

Effective regulation of public utilities is almost necessarily 
based upon a prescribed uniform system of accounts. Thus the 
Interstate Commerce Commission, the New York State Public 
Service Commissions, and the commissions of all the states seri- 
ously undertaking active regulation, have established uniform 
systems of accounts for the utilities subject to their jurisdiction. 
And the accounts assume throughout actual cost valuation, and 
practically could proceed in no other way. Thus, at any one 
time, the accounts are designed to show the actual cost of the 
property as a whole, also the cost of each class of property then 
in service ; to show the securities that have been issued and are 
outstanding, the proceeds which they brought, and the cost of 
the property which they cover ; and most important, show the 
cost of the service, and the return (on a cost basis) upon the 
corporate property. Through such accounting provisions, a 
commission can exercise fairly effective control over a com- 
pany's operations. Proceeds from the issue of securities may 
be safeguarded so that they can be used only for construction 
or other desirable purposes. The integrity of the property may 
be fairly assured through the necessary repairs and the required 
provisions for depreciation. Most important of all, the cost of 
the service is shown, together with various cost ratios indicating 
the efficiency of operation. Without such definite accounting 
provisions, all based upon actual cost, effective regulation would 
seem all but impossible. 1 

1 Even general commercial accounting, whatever good-will and other adjustments 
may be made, must be based upon actual cost in order to give the manager definite 
control of the business. It should be stated, however, that the cost figures shown in 
the property accounts of public service corporations are usually not reliable for ex- 
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But when the accounts prescribed by the commission have 
been drawn up with care and have been enforced with energy, 
usually against the opposition of the company, and when a rate 
case comes up with the purpose of reducing the returns to the 
company, then the facts shown by the accounts are for the 
most part useless. The cost of the property as shown by the 
accounts has no special significance. To be sure, it will receive 
consideration, together with a multitude of other unimportant 
matters, but it has no determining consequence. The company 
has a right to a return upon actual value, which is usually 
deemed to be cost of reproduction, and the investment shown 
by the accounts is almost altogether disregarded. But if the 
" actual cost " accounts are necessary for the general control of 
the company, why should they not be used also to show the 
value upon which the return is allowed? 

If the accounts were used as suggested, a rate case would in- 
volve no very great difficulties. The value upon which a return 
should be allowed could be fairly readily determined, and the 
rates or the return allowed could be fixed accordingly. But with 
the cost-of-reproduction method of valuation, the facts shown 
by the accounts serve little purpose. The proper valuation can 
be determined only by a physical appraisal, which means usu- 
ally a large expense and in the end is not satisfactory because 
the value shown is hypothetical and not actual. Without real 
construction, how can you determine with even approximate 
accuracy the preliminary engineering, promotion and organiza- 
tion costs, the necessary materials and labor, prices and wages, 
the cost of superintendence, the required profits on construc- 
tion, the cost of developing the business, the early losses of 
operation, and various other indefinite matters which usually 
receive consideration in a valuation for rate- making purposes? 
The result finally represents only an estimate and may be very 
unfair to the company or to the public, and is never really sat- 

penditures prior to the establishment of the uniform system of accounts; but subse- 
quent expenditures may for the most part be assumed to be fairly accurately reported. 
For this reason it is customary to require property installed after the introduction of 
the uniform system of accounts to be clearly separated from the earlier capital invest- 
ments. 
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isfactory to anyone. When actual cost can be fairly accurately 
determined and can be used as a definite and permanent meas- 
ure of return, why resort to such an indefinite and shifting 
standard as cost of reproduction? 

Ideally, the accounts should show definitely at any moment 
the value upon which the company has a right to a return. 
Practically this can be shown very readily if the valuation is 
based upon actual and not reproduction cost. Instead of tak- 
ing the sum of the individual fixed -property accounts, with 
allowance for accrued depreciation and working capital, we may 
take the funded-debt and capital-stock and surplus accounts. 
In other words, we may look upon the liability and proprietor- 
ship instead of the asset side of the balance sheet. Obviously 
all the funds, including working capital, that have been turned 
into the various properties of the company, have been obtained 
through the issue of funded debt, capital stock, or the appro- 
priation of income. Consequently the money actually put into 
the business is definitely shown by the sum of the balances of 
the funded-debt, capital-stock and surplus accounts.' The 
number of accounts involved are few, and no adjustment is 
necessary for depreciation of property. The amount of money 
which has been put into the business is a definite fact and may 
thus be definitely shown. Why are not the funds obtained 
through the issue of securities and the accumulation of income 
the proper valuation upon which the company has a constitu- 
tional right to a return? Why resort to mythical cost-of-repro- 
duction figures? 2 

1 Of course, the accounts should show the proper allowance for discount or premium 
connected with the par value of the securities outstanding. The term working cap- 
ital as used here means the excess of current assets over current liabilities; thus working 
capital, too, is acquired through the issue of securities or the appropriation of income. 

* If the issue of securities and the use of the proceeds are well guarded by the com- 
mission, the simplest procedure in determining the value upon which a return should 
be allowed would be to consider merely the contribution to the company by the 
stockholders — the capital stock and surplus accounts. Then the interest upon the 
funded debt might be viewed in the nature of operating expenses, and the net cor- 
porate income would measure the return to stockholders' contribution. This pro- 
cedure would correspond with the view that the stockholders legally constitute the 
corporation; but from a broad view their contribution is no different than that of the 
bondholders; both, as will be shown later, are really quasi loans to the public. 
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One of the most unsatisfactory features in a cost-of-reproduc- 
tion valuation is the proper allowance for depreciation. While 
nearly everybody admits that operating expenses should be 
charged with depreciation, practical managers maintain that ac- 
crued depreciation does not lessen the company's investment. 
And they are right, providing depreciation charges have been 
made. The difficulty is that they usually do not see clearly the 
significance of the depreciation charge to operating expenses and 
the credit to depreciation reserve. If the wear and tear of 
property not made good through repair is charged to operating 
expenses, the result is that the net corporate income shown is 
reduced by so much, and therefore assets, which otherwise 
might be covered by surplus and taken for the payment of 
dividends, are funded with the company to make good the 
property displaced. The company's investment is thus kept in- 
tact, providing the depreciation allowance was correct. This is 
true whether the assets are set aside into a special fund, or are 
used for current purposes of the business, or are turned into 
additions and betterments of plant. At any time, then, the 
total actual cost of the property, including any special deprecia- 
tion fund, less the total accrued depreciation, is the amount of 
the actual investment. But this is precisely the amount shown 
by the balances of the funded-debt, capital-stock and surplus 
accounts. The clearest way, then, is to look to these instead 
of the property accounts to measure actual investment. Unless 
there is an accumulation of surplus, these accounts do not 
change, whatever the accrued depreciation ; therefore they fur- 
nish not only a more convenient measure for investment, but 
correspond more clearly with the business man's view of money 
put into the property. 1 

But as already stated, if we take cost of reproduction as the 
standard of fair value, there are no accounts which show defi- 
nitely the valuation of the business for rate-making purposes. 
Consequently, not only is any allowance for accrued deprecia- 
tion a very hypothetical matter, but the officers of the company 

1 There would be a small annual change in (he net funded debt shown, because of 
the amortization of discount or premium. 
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will not understand why it should be deducted from the value 
of the property. If a certain amount would be required to re- 
place the property, why a deduction for depreciation? The 
difficulty is, in the cost-of-reproduction measure there is no way 
to determine the amount of money actually put into the busi- 
ness ; the whole thing is hypothesis ; you cannot tell what con- 
stitutes the integrity of the property ; you cannot check off the 
valuation with the proceeds provided through the issue of bonds 
and stocks and through surplus appropriations. Under the cir- 
cumstances it would seem to be the only reasonable procedure to 
deduct from the property valued at cost new, the hypothetical 
accrued depreciation, and regulate the return allowed accord- 
ingly. But it must be admitted that the results are indefinite; 
the public's interest must always be defended through strenuous 
opposition to company grabs. What advantage in this uncer- 
tainty ? Why not adopt actual investment as the proper basis 
of valuation and avoid the difficulties of the other method? 
Why is not the money actually turned over to the public 
service the amount upon which the company has a right to 
return? 1 

There is a special difficulty in the treatment of depreciation 
under the cost-of-reproduction method of valuation. While it 
is desirable to include among operating expenses depreciation 
to cover original property cost consumed and not replaced by 
repair, some companies appear to be making much larger 
charges than necessary. This means in the first place that the 
operating expenses shown are too large and that the necessary 
rates for the service are correspondingly high, and, in the sec- 

1 The Supreme Court of the United States has definitely ruled that accrued depreci- 
ation must be considered in a valuation for rate-making purposes. City of Knoxville 
v. Knoxville Water Co., 212 U. S. io, and Minnesota Rate Cases, 230 U. S. 457. 
An interesting recent discussion on "Depreciation and Rate Control," by A. A. 
Young, appeared in the Quarterly Journal of Economics, August, 1914, pp. 630- 
663. Professor Young holds that in fairness to investors no deduction should be 
made in a valuation for accrued depreciation when a property has been newly brought 
under regulation. Of course, regulation in any event disturbs investors; but since 
presumably sates were previously fixed at what the traffic would bear, also since going 
value would be allowed for any past deficiency in return, and since subsequent rates 
must provide or make possible a fair return on the valuation, just where is the injus- 
tice in making allowance in the valuation for accrued depreciation? 
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ond place, that improvements and extensions may be made out 
of money contributed by consumers under pretended cost of 
service. If in the course of time it becomes clear that the 
depreciation allowances have been unreasonable and the com- 
mission then determines the proper charges and orders a reduc- 
tion in rates accordingly, the corporation may successfully resist 
a reduction to the extent that a reasonable return be allowed 
upon all the property in the business, including the construction 
paid for out of the unjustifiable depreciation funds collected 
from the public. But no such unjustifiable gains could be made 
if the return were based upon money actually invested by the 
corporation. To be sure, operating expenses, and therefore the 
necessary rates for the service, might still be kept needlessly 
high for a long time, but the result would be merely building 
up the business out of public funds on which no private return 
could be obtained ; sooner or later the benefit would go directly 
to the public. The actual investment shown would not be 
affected either by excessive or insufficient depreciation charges. 
There are other difficulties with cost of reproduction besides 
the indefinite cost factors and accounting uncertainties. The 
method cannot be consistently followed without leading to ab- 
surd or unreasonable results. Does cost of reproduction mean 
the investment which would be required at a given time to re- 
place a property in all essential respects like the one under 
appraisal? If so, then if the property is large, the work can be 
done on a large scale and important economies can be effected. 
But the existing property in all probability was created through 
relatively small piecemeal improvements and extensions whose 
unit costs therefore were necessarily larger than they would be 
now under large-scale operations. Consistent following of prin- 
ciple in this respect would manifestly work an injustice to the 
company, and practically it is usually found expedient to make 
an allowance in an appraisal for piecemeal development. Thus 
you have hypothetical present costs under actual past conditions 
of construction. This seems an inconsistent, even if fair, appli- 
cation of the reproduction principle. 1 

1 Usually the allowance for piecemeal construction is made in an indirect way. 
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We meet the same general difficulty in the matter of so-called 
going value. 1 Obviously, if we merely wish the cost of recon- 
struction of a property as it is in its present condition and loca- 
tion, no allowance logically should be made for various develop- 
mental expenses or early operating deficits, or lack of return on 
investment, which a new company would probably incur and 
might reasonably charge to capital account. Practically every 
company actually has incurred such outlays, and not to include 
them in a physical valuation would of course be unfair to the 
company. As may be supposed, going value has been allowed 
and it destroys the consistent application of a principle. Also, 
it furnishes no end of opportunity for disagreement between 
public and company officials — for what would be the costs if 
you don't incur them? 

Likewise, if in the actual growth of the property, heavy 
expenditures for grading, filling in, removal of obstructions etc., 
were incurred, which in actual reconstruction would be avoided, 
the actual expenditures must be included in the valuation in 
reasonable fairness to the company, but in demolition of prin- 
ciple. Still other actual costs which would not be met in repro- 
duction might be cited as reasonable to allow in a valuation, but 
destructive to a consistent following of the cost-of-reproduction 
idea. And to allow such items involves too many indefinite 
considerations, which result in friction between public and 
private interests. 

This is done by the Wisconsin Railroad Commission by allowing higher unit costs in 
the appraisal than the company would have to pay if purchasing materials in large 
quantities. See State Journal Printing Co. v. Madison Gas and Electric Co., 4 W. 
R. C. R. 546-549. In some cases, however, allowance for piecemeal construction 
has been denied. See Pioneer Telephone and Telegraph Co. v. Westenhaver, 29 
Okl. 437. 

1 Going value, or going-concern value, has been considered in a multitude of cases, 
and no general agreement has been reached as to its exact meaning or treatment in 
valuation. The tendency seems to be to allow actual early operating losses and actual 
costs incurred for developmental purposes. The latter are definitely allowed by the 
Wisconsin Railroad Commission, although it has shifted the method of determining 
the amount. See Superior Commercial Club v. Superior Water, Light & Power Co., 
10 W. R. C. R. 741 ff.; City of Milwaukee v. Milwaukee Electric Railway & Light 
Co., 11 W. R. C. R. 122 ff. Early actual operating deficits not made good by ex- 
cessive profits have been allowed by the court of appeals of New York. See Kings 
County Lighting Case, 210 N. Y. 486 ff. 
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Now the other way about, there are various expenditures 
which would be incurred in present construction but which were 
not made as the property was actually developed. Thus, there 
may be paving to remove and replace, gas and water mains to 
shift, excavations to make, supports to construct etc. Con- 
sistent theory would require the inclusion of such items in a 
valuation, and in this instance company attorneys eloquently 
urge the wisdom of following principle to its logical conclusion. 
But the objection has force — if no cost has been incurred, why 
should there be a value entitled to a return? And, once more, 
in justice principle must be sacrificed to the dictates of practical 
considerations. Suppose the city paid for existing paving but 
in new construction the cost would fall upon the company ; what 
allowance in the valuation? Suppose public contributions had 
been made to the original cost of construction, shall they be in- 
cluded in the present valuation ? How do such matters fit into 
the cost-of-reproduction theory ? * 

A peculiarly perplexing difficulty is met in the appraisal of 
land. In principle it should be rated at its present cost — but 
what is that cost? If real estate necessary to the utility has 
advanced in price, then consistently with the reproduction-cost 
theory, the courts allow the company the benefit of the advance, 
although it represents actual cost no more than does paving 
originally put down by the city. Why should the company be 
entitled to a return upon the increased valuation ? Suppose, the 
other way about, real estate had declined in value, but the com- 
pany's land is necessary to utility operation, would it be desir- 
able or fair that the physical valuation should be fixed at pres- 
ent prices ? But, suppose that in the case of real estate at least 
we follow reproduction-cost consistently up or down, then where 
place limits to costs which would be incurred ? Under existing 
conditions the property belongs to the company, so how may 
its cost be determined under the assumption that the company 
did not own it and were attempting to acquire it? Shall we 

'The reproduction -cost of pavement, the original cost of which was not borne by 
the company, has been quite generally excluded from a valuation for rate-making 
purposes. See Des Moines Gas Co. v. City of Des Moines, 199 Fed. 208; Kings 
County Lighting Case, 210 N. Y. 494. 
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take the market price of adjacent land? If so, shall we allow 
any special utility price? Any provision for buildings that 
might be on the land and for their removal ? Now these items 
would certainly enter into costs if a company were putting up 
an actual plant ; so, logically, why should they not be allowed ? 
Still, wisely, the Supreme Court of the United States, otherwise 
admitting a reconstruction-cost valuation, has refused to allow 
them because of their extremely hypothetical and intangible 
nature. And what is the reproduction cost of land which you 
own and need in your business? * 

The truth seems to be that while the courts have practically 
admitted the principle of reproduction-cost valuation under the 
guise of fair value, they strike so many insurmountable difficul- 
ties and injustices in a consistent application that actually they 
are forced again and again to actual-cost considerations. But 
if it is unreasonable in some instances not to allow a return for 
costs which actually were incurred, is there not at least a pre- 
sumption that it is unreasonable throughout? Or if it is unde- 
sirable in some cases to allow a return on costs which were not 
incurred, why permit any such costs? Are they not all unreal 
precisely as those which have been excluded? After all, at 
bottom, does not the average court, or the ordinary person, feel 
that it is the money actually put into the property upon which 
the company has a right to a return? Why upon any other? 
Really, is not that the property which has been devoted to the 
public service? 

II 
The objection may be made to the original-cost method of 
valuation that comparatively seldom in rate cases is the original 
cost of the property known. The plant may have been con- 
structed long before serious regulation was attempted, and the 
construction records may have been lost or destroyed, or de- 
tailed accounts may never have been kept. The question may 
therefore be fairly raised : in the absence of reliable data, how 
can actual cost be taken as the proper basis of valuation? 

1 See Minnesota Rate Cases, 230 U. S., p. 445 ff., for the finally authoritative and 
a very lucid discussion of land valuation. 
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In the case of old properties and in the absence of records, 
of course, the original-cost method cannot be altogether satis- 
factorily applied. In such cases, and they predominate in num- 
ber, some sort of approximation must be made, and at times, 
perhaps, the more satisfactory results may possibly be secured 
from a reproduction-cost valuation. Still, as already pointed 
out, reference must inevitably be made to costs actually incurred 
which in reproduction would be avoided. In any event, an ap- 
praisal of a large property is a difficult task, but the question is 
whether, in general, it cannot be worked out fully as satisfac- 
torily and more consistently in principle by the original-cost as 
through the reproduction-cost method. If an inventory be 
taken and the age of different parts of plant be fairly deter- 
mined, would it be any more difficult to fix a reasonable valua- 
tion by inquiry as to the money which probably was actually 
put into the property than by calculating the amount which 
probably would have to be expended if construction took place 
at the present time? In either case, the result would be an 
estimate based upon various hypothetical considerations. In 
most cases it would probably not be more difficult to obtain past 
prices of labor and materials than present prices, and there would 
always be at least some records to throw light upon actual ex- 
penditures. 

We may admit, however, that for construction antedating 
regulation, the reproduction-cost method may be quite as satis- 
factory as original cost. But when active regulation has once 
been established, including an effective classification of accounts, 
all subsequent money actually put into the property will be cor- 
rectly recorded, and for such investments the original-cost 
method may be satisfactorily applied. As a practical procedure 
it would be desirable, after each rate case, when a detailed ap- 
praisal of the property has been made, to take the established 
valuation upon the books of the company as the measure of 
actual money invested, and then for the future to look to the 
accounts for valuation entitled to a return. Still, further, when 
active regulation has once been undertaken through legislative 
enactment, it would usually be desirable, although it is never 
done, to establish immediately for each company an official 
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valuation, so far as possible based upon actual investment, upon 
which a return will be allowed. Then, for the future, additional 
investments would be accurately measured and further indefi- 
niteness in valuation would be avoided. To be sure, such an 
appraisal would be an expensive procedure, but so is regulation 
in general, and the costs involved would probably be justified 
by the greater certainty and precision with which regulation 
would be effected. 

In this connection, the present valuation of interstate railroads 
by the Interstate Commerce Commission is exceedingly inter- 
esting. If, after the valuation is completed, the actual-cost 
principle should be adopted for the future, then the property 
schedules as drawn up by the commission could be taken upon 
the books of the companies ; subsequently further investments 
would be recorded at cost, and the proper valuation upon which 
a company has a right to a return would always be a definite 
matter. But if the actual cost is not adopted the present 
physical valuation will have little final importance. In very few 
years, when various extensions and improvements will have been 
made, and when prices will have shifted, then there will again 
be the uncertainty in any case, as at present, as to the fair value 
of the property. The desirable procedure is to make a physical 
valuation of all public-service properties, like that of railroads, 
and for the future to follow the actual-cost principle. 1 

Another objection that may be raised with considerable force 
against the original-cost method is the difference in valuation 
that would be placed upon old and new properties when a sig- 
nificant change in price level has occurred between the dates of 
construction. If we take actual investment as the proper basis 

1 It is interesting to note that in the recent classifications of accounts both in the 
case of steam railroads and electric railways, the Interstate Commerce Commission 
has discontinued the earlier distinction between fixed property investments made prior 
to the installation of the prescribed accounts and all subsequent investments. The 
old classification clearly distinguished between the prior unknown costs and the later 
definitely recorded investments. With the abandonment of this distinction, there is 
a presumption that after the physical valuation of railroads is completed, the Inter- 
state Commerce Commission will require each company to take upon its books the 
property schedules as determined in the appraisal. This certainly would be a highly 
praiseworthy procedure, which would justify the valuation. 
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of valuation, then even if two properties are essentially alike in 
size and physical condition, the value upon which a return will 
be allowed may be very different in the two cases. The ques- 
tion may fairly be raised, why should they not be entitled to 
equal returns from the public? This question suggests the chief 
logical basis or reason for the reconstruction-cost theory. If 
there were not too many serious difficulties involved, perhaps 
it would be desirable to allow the same return in the two cases. 
It is practical considerations, however, which determine the 
principle of best social procedure. 

The inconsistency in valuation of old and new properties, 
when there have been significant price changes, has its clear 
counterpart in other accepted business practices having the full 
sanction of law. For example, long-time loans contracted 
fifteen years ago when prices were low had their principal 
determined by the amount of money received at the time and 
had the rate of return fixed upon that valuation. With the 
subsequent rising prices no adjustments were made either in 
the principal or the return provided in the loan contract ; con- 
sequently the lender has lost in purchasing power; he receives 
the number of dollars agreed upon, but he gets less real value 
than was involved in the terms of the loan at the time of 
enactment. Now ideally it would probably be desirable to 
adjust the repayment of the loan, also the payment of interest, 
to the change in price level, so that neither borrower nor lender 
would gain from any general shifting of prices. But such an 
adjustment could not possibly be carried out in everyday 
affairs because of the indefiniteness of the appraisal that would 
be involved in any given contract. How could the change in 
purchasing power of money be measured with sufficient preci- 
sion, so as to show exact equivalence of loan and return so 
that borrower and lender would both be contented ? Would 
not an attempt at such adjustment result in general dissatis- 
faction, disagreement and litigation between the contracting 
parties ? 

The same line of reasoning applies to the valuation of public- 
utility properties. Ideally it perhaps seems desirable to adjust 
the amount of the investment to changing prices and shifting 
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conditions of business, but the serious difficulties involved in 
determining the proper valuation in any case make such an ad- 
justment impracticable. If we wish effective regulation for the 
future, we must provide for definite valuation which in any case 
could be taken from the accounts of the company and would 
not require a physical appraisal of the property. 

An objection may be made that in most instances the in- 
vestors had considered the possible increase in valuation as con- 
sideration for making the investment, and therefore the actual- 
cost rule would be unjust to past investments, although it might 
work satisfactorily enough for future capital expenditure. In a 
sense, the objection appears justifiable, but the same reasoning 
would make any effective rate-regulation impossible, for in most 
cases the investments were made before regulation was attempted 
and the freedom to fix rates according to commercial condi- 
tions was an important consideration for making the investment. 
If we are to regulate, the procedure should be definite. Many 
investors have suffered because of regulation, and many others 
would undoubtedly lose through the application of the proposed 
method of valuation. But the method appears nevertheless as 
the reasonable one to follow, providing we wish effective regu- 
lation of return. And, after all, if investors are allowed a re- 
turn upon money actually put into the existing property, with 
allowance for accrued wear and tear and obsolescence, there can 
be no very serious injustice. It must be remembered that for 
the most part up to the present, rates have been based upon 
what the traffic would bear, so that successful properties have 
been amply rewarded and there can be no injustice in future 
restriction — while poorer properties will still have the chance to 
earn a fair return if they can. 

Ill 

We have used long-time loans to illustrate the practical neces- 
sity of adopting actual cost as the basis of valuation of a utility 
property. But the idea of long-time loans may be used ad- 
vantageously also in another connection. The kinds of proper- 
ties which we have been considering are legally viewed as quasi- 
public ; they are devoted to the public service and are invested 
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with a broad if not clearly defined public interest. They essen- 
tially belong to the public, although they are constructed out 
of funds provided by private investors and are immediately 
operated by private corporations under public control. Then, 
why not consider money invested in such property as a loan to 
the public ? 

Private operation is after all only a matter of expediency. 
Utility investments, even under present law, constitute essentially 
public and not private property. The best general view, there- 
fore, although this conception has not received any definite 
legal sanction, is to regard money put into public utilities as 
money lent to the public, and to consider that as a lender the 
corporation has a right to a return upon the loan. According 
to this view, the property is really owned by the public and is 
managed in its behalf, but it represents borrowed capital. 
Stockholders as well as bondholders would thus be considered 
public creditors entitled to a return, but to nothing more, upon 
the amount of their loan. 

The conception just presented is by no means visionary. It 
has been clearly suggested by various judicial dicta defining the 
public rights versus private rights in public utility matters. 
Perhaps the most striking suggestion in this connection was 
recently made by the court of appeals of the state of New York.' 
In harmony with fairly generally accepted theory, the court 
held that the corporation had a right to a reasonable return 
upon its property, but that any actual deficiency in such reason- 
able return would create a claim against future operations, and 
that all past deficiencies would form a cumulative claim against 
the public. In other words, the court allowed deficiency in 
return to be capitalized and added to the investment. Con- 
versely, however, if the corporation had actually received more 
than a reasonable return, the court's language implies, although 
it does not clearly say so, that the excess might work to reduce 
the investment upon which a return would be allowed. Thus 

1 See Kings County Lighting Case, 210 N. V., p. 486 ff. The court uses language 
in the opinion which clearly implies the actual-cost theory of valuation, e. g., p. 490 : 
"We are dealing, not with exchange values, but with the value upon which the com- 
pany is entitled to earn a return." 
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the company would have a right merely to interest upon actual 
investment cost and nothing more; if less is received, the 
investment would be increased (assuming reasonably efficient 
management), if more, the investment would be diminished. 
What more, then, is the investment than merely a loan to the 
public? 

If we should regard public-service investments fundamentally 
as public loans, or quasi-public loans, then the actual-cost 
method of valuation would appear all the more sensible. A 
corporation, then, in harmony with the law of loans, would have 
a right to a return upon the amount of the loan as originally 
made. Obviously no distinction would be made whether the 
funds were provided by the corporation through the issue of 
bonds or of stocks ; the money actually put into the property 
would determine the value upon which a return would be 
allowed. 1 But even now the valuation upon which the bond- 
holders get a return is definitely fixed by the amount of their 
contribution, and there is no particular reason why the contri- 
butions of the stockholders should be treated in a different way. 
Fundamentally, does it make any difference by what particular 
method funds are gotten for the public service ? The bulk of 
new funds are now provided by bondholders, who accept a 
fixed valuation upon which they receive a return. Is there any 
reason to believe that the stockholders would refuse to make 
future contributions if for stocks, too, the valuation were defi- 
nitely fixed? 

It is, of course, necessary to make public-utility investments 
sufficiently attractive so that private funds will be provided for 
necessary or desirable extensions and improvements in service. 
But there seems to be no reason why the funds should not be 
furnished as readily if the return were based upon the actual 

1 In this connection it may be suggested that the tendency in commission control 
of utilities is to minimize the distinction between the capital stock and the funded 
debt of a corporation; both are considered capital liabilities, and the commissions 
feel a certain responsibility for them. In the income account, interest on funded debt 
is not included in operating expenses, but is considered a return upon property, of 
the same nature as the net corporate income available for dividends upon stock. 
And, from the public standpoint, there is no particular reason why the interests of 
the two Classes of securities should not be viewed as identical. 
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contribution as upon future prices and conditions of operation. 
At the moment of providing funds the investor considers the 
return upon the value then to be paid whether he takes stocks 
or bonds. The return offered in any case must compete with 
the attractions in other lines of investments. The valuation 
upon which the competitive different returns are considered is 
that of the cash funds in hand actually seeking investment. If 
the funds go to the public service, is there any more reason 
than if they had gone as private loans why their subsequent 
valuation should be changed with shifting business conditions? 
Why not make the investment a definite fixed matter? 

If sufficient funds are to be obtained for the growing and 
changing public service, obviously it is the return allowed upon 
the investment which is the important consideration. Present 
practice in this regard appears as unsatisfactory as in the mat- 
ter of valuation ; it is indefinite and shifting ; the return must 
be reasonable, but whether that be five per cent, eight or ten, 
and upon what, depends upon the circumstances of the case be- 
fore the commission or the court. While the courts realize 
that the rate of return must be large enough to attract the 
necessary funds, they seem to view it in relation to existing and 
not in reference to prospective investment. But obviously as to 
all past money turned to the public service, there is no reason 
why the rate of return allowed should be changed with varying 
market conditions ; funds already in the service cannot be with- 
drawn except according to the loan contracts. The fundamen- 
tally important consideration determining the flow of new funds 
into the service is the return offered upon new contributions. 
If that is large enough, needed resources will be provided what- 
ever the return upon past actual investments. 

The important question raised here is, why not place public- 
service investments throughout upon the basis of loans ? Then 
both valuation and return would be definitely fixed by contract 
at the time the funds are turned over to the public use. Sub- 
sequently, even if prices have risen and the general rate of in- 
terest has advanced, the public liability would remain fixed ac- 
cording to past contractual stipulations. But if new funds are 
needed, then the returns offered obviously would have to be 
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according to existing market conditions, or the money needed 
would not be provided. According to this view, the reasonable 
return to which utility investors are entitled at any time would 
be a rate just large enough to secure the desired funds. This 
rate would not be a constitutional matter, but one of agreement 
between the private lenders and the public, and when the agree- 
ment has been made its provisions should control. It really 
seems absurd that the courts should be confronted with ques- 
tions of valuation and return, as if these were matters capable 
of abstract constitutional determination. Both should be defi- 
nitely agreed upon at the time the money is turned over to the 
public use. They should properly be considered as contractual 
and not constitutional matters. 

But if the valuation and returns are to be definitely restricted 
in the way suggested, then the question may be raised, should 
they not justly also be guaranteed? While this conclusion does 
not necessarily follow, it may very well be that in further ex- 
perience with regulation we shall find the guarantee of return 
a desirable policy. It is a matter of expediency, whether the 
public better bear the entire risk of utility investments or share 
it with private investors. The policy which we finally choose 
will of course determine in a large measure the rate of return at 
which new funds may be obtained. For the immediate future, 
however, no guarantee of return is likely to be made ; each 
utility perhaps better be required to stand on its own feet, not 
resting partly upon the general public credit. With such policy 
the contractual return would be allowed in so far as a given 
utility can earn it ; the final risk of the business would still fall 
upon private investors. Such a policy would not differ much 
from the usual mortgage-loan contract; the lender receives the 
stipulated return only in accordance with the guarantees pro- 
vided in the mortgage, and these are dependent upon the finan- 
cial stability of the particular business. But, of course, the 
utility would be recognized as a natural monopoly and would 
be protected from competition. 

The objection may be made to the proposed definite fixing 
of valuation and return — viewing all utility investments as public 
loans — that this would practically mean or would speedily lead 
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to public ownership. In a broad and rather loose sense we of 
course already have public ownership, and it may be that com- 
plete public ownership and operation will furnish the best solu- 
tion of the utility question. Successful regulation involves 
many serious difficulties, but to return to past laissez-faire con- 
ditions is out of the question. Reasonably effective regulation, 
which does not as yet exist anywhere in the country, will mean 
tremendous expense added to the costs of operation, and it 
produces constant irritation between operating officials and the 
regulating bodies which can scarcely work for the general 
welfare. Also in many ways effective regulation would diminish 
incentive to economical and efficient management. There is 
little doubt that the question of complete public ownership and 
operation of utilities versus regulation will become a paramount 
issue in American politics in the very near future. 

But whether we shall finally turn to public ownership of 
utilities will be determined largely by the balance of advantage 
that the plan offers as compared with the present and other 
possible methods of operation. The proposed method of fixing 
valuation and return can have no very decisive influence upon 
the final determination, except in so far as it may affect pre- 
vailing views of public rights in so-called private property and 
industry. Its sole purpose is to make regulation more definite 
and effective than seems possible under present procedure. 

John Bauer. 

Cornell University. 



